




3Under The Radar Small Caps - December 2016

others are afraid to go. Year-to-date Livermore is up 80%, and in the 

interview, David kindly shares some of his ideas with us that he believes 

could add to this performance as well as a run-down of his investment 

process and where he sources his ideas.

Our second interview is with Andrew Oskoui of Bluetower Asset 

Management. Bluetower is up 30% year-to-date, or it was at the end 

of the third quarter. Bluetower has a significant position in financials, 

which have outperformed since the beginning of November, so it looks 

as if the fund is on track for a blow-out end to 2016. In our interview, 

Andrew discusses the financials Bluetower owns right now, and why 

the fund is choosing to run a highly concentrated portfolio where 40% 

of assets under management are invested in two positions.

Hopefully, this edition will give you some investment ideas or at the very 

least, give you some insight into how two of the world’s most successful 

small-cap value funds find ideas, evaluate potential opportunities 

and manage their portfolios. We hope you enjoy this special year-end 

edition and as usual, if you have any questions or comments about the 

contact, please do get in touch!

Sincerely,

Jacob Wolinsky & Rupert Hargreaves

info@valuewalk.com

rhargreaves@valuewalk.com

Welcome to the sixth edition of ValueWalk’s Underrated Small-Cap 

Stocks premium newsletter. This is the last issue of the year, and what 

a year it has been. We’ve profiled five hedge funds and numerous stock 

picks throughout the year in our previous editions, and for the final 

issue of the year, we wanted to end with a bang.

Rather than profiling just one hedge fund as we have done in previous 

issues, in this issue, we’ve got interviews with two value hedge fund 

managers who discuss a plethora of stock ideas. As usual, we also have 

a deep-dive on two particular small caps that fly under the radar and 

these managers believe have the potential to be multi-baggers.

David Neuhauser of Livermore Partners is the first manager profiled. 

Livermore is an activist fund, which has achieved outstanding returns 

for its investors since inception by shaking up managements to unlock 

value. The fund has a value focus and is not afraid to invest where 
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The Foundry Value Fund added 7.1% for the third quarter but 

fell 1.7% during November taking the year-to-date return to negative 

4.41%. The inception return to date is now negative 14.4%. For the third 

quarter, the fund underperformed the Russell Microcap Index and 

the Russell 2000 Index, which posted returns of 11.25% and 9.05%%, 

respectively. During the quarter the fund added one new position 

Nevada Gold & Casinos, which slumped after reporting a poor quarter. 

Foundry started buying at a 20% Free-Cash-Flow yield. A stake in iPas 

Inc was sold after a solid run up in price on little to no news.

Stanphyl Capital Management rose 6.7% net of all fees and 

expenses during October outperforming all of its benchmarks. Year-to-

date the fund is up approximately 34.7% net while the S&P 500 is up 

approximately 9.8% and the Russell 2000 is up approximately 18.0%. 

At the end of the quarter the fund held large short positions in both 

the S&P 500 (via the SPY ETF) and the Vanguard Total International 

Bond ETF (ticker: BNDX). In addition, the fund remains short Tesla, 

and is long Data I/O Corporation, MGC Diagnostics, Echelon Corp and 

Lantronix.



Noh-Joon’s S&C Messina Capital does not like to talk about 

positions but Noh was kind enough to discuss one of his holdings in 

our newsletter. The holding, ProAssurance Group is up 17.5% year-to-

date and has gained 8.3% since the end of October excluding dividends. 

As of June 30, 2016, the partnership was up 10.2% versus 3.8% for the 

S&P 500. This represents an outperformance of 6.4%.

Boyles Asset Management featured in our fourth edition. The 

company profiled UK marketing firm Brainjuicer and Greek based 

Thrace Plastics. Both companies have continued to outperform since 

the issue was released. Year-to-date shares in Thrace are up 45% and 

since the end of the third quarter the shares have gained 18%. Over the 

past three months shares in Brainjuicer are up 10.2%.

Hazelton Capital Partners, which we profiled in our last issue, 

ended the third quarter with a portfolio of 20 equity positions and a 

cash level equivalent to 20% of assets under management. Hazelton 

Capital Partners increased its cash level from 10% to 25% at the 

beginning of the quarter primarily when it sold out of its DreamWorks 

Animation position. 

Some of this capital has been reinvested into its top five holdings: 

Western Digital, Apple Inc, Micron Technology, Softbank Corp and 

USA Technologies. Hazelton gained 9.3% from July 1, 2016 through 

September 30, 2016, gained 15.5% for the year to the end of the third 

quarter,and has returned 97.3% since its inception in August 2009.
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David Neuhauser is the Founder and Managing Director of Livermore 

Partners. Based in the Chicago suburb of Northbrook, Illinois Livermore 

is a private alternative investment manager servicing Institutions, 

high-net worth clientele and highly-regarded private equity sponsors.

David has over 20 years of experience in the investment industry 

with experience in the field of capital markets, strategy, business 

development, acquisition and divestitures, and corporate mergers. He 

was a longtime member of the CME Group (NYSE:CME) as well as the 

National Futures Association and founded Loren Holdings in 1998, 

while he was still responsible for portfolio and investment strategies for 

financier Leon A. Greenblatt III. Prior to founding Livermore, David 

was President of Loren Holdings Incorporated, focusing on strategic 

investments across a broad group of industries including Energy(Oil 

& Gas), Industrial manufacturing, and Financial services.

He received his B.A. with concentrations in Economics from 

Northeastern Illinois University and has conducted Graduate studies 

in Economics and Sociology from Roosevelt University of Chicago.

At September 30th, Livermore Strategic Opportunities LP ended the 

Q with a gain of 18% adding to a gain of 68% for the first half of 2016.
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VW: To start off, can you tell us a bit about Livermore 
Partners and the team working at the partnership?

DN: Livermore Partners is an alternative investment manager 

servicing high-net worth individuals and institutional investors. We 

manage under $100 million AUM and are located in the north suburbs 

of Chicago. We invest using a deep-value opportunistic approach and 

work diligently to help extract value in portfolio companies through our 

event-driven hedge fund. We employ strategies such as shareholder 

activism and arbitrage. The former truly involves articulating change. 

Which can affect both short and long term shareholder value.

The team is essentially me and a small support staff, which helps 

model and define our investments. As we grow, I envision Livermore 

increasing the team, but not in a big way. The key to success is to 

limit layers and be seamless in our approach. Too many “cooks in 

the kitchen” hold back good decision-making and progress. We are 

methodical in approach, though when it’s time to act, one needs to be 

swift and certain. Especially in this ever-changed market.

Too many “cooks in the kitchen” hold back 
good decision-making and progress. 

VW: What do you think makes Livermore stand out 
from the crowd?

DN: Our contrarian and alternative approach. Given we don’t employ 

a cookie-cutter investment portfolio. Our goals and mandate stress 

value, not price. So, we are in no way momentum or technically driven 

though you always need to respect the markets. In free markets, not 

ones manipulated or distorted by central bank policy, there is plenty 

of volatility and opportunities to locate unique situations to invest in. 

Or even short.

Sometimes investors are just too bearish and metric-driven to 

accurately determine not just the potential equity value of a company, 

but the path forward. This stood out in late 2015 as Livermore acquired 

a stake in commodity trader Glencore PLC, and publicly stated the 

shares are undervalued. You rarely see that today with hedge fund 

managers. Most shy away of making public calls on positions or the 

markets. So, this was one specific example that Livermore pressed 

forward. Today, Glencore has increased more than three times since 

our initial first investment of 70p to now 250p. But at this time, we 

continue to shave down the position and lock in profits. Future upside 

may exist, but the easy money is gone. As a hedge fund, our job is to 

make money not squeeze out every last dollar out. So we have moved 

profits elsewhere.
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VW: Livermore’s year-to-date performance is nothing 
short of outstanding with a return of 80% for partners. 
If you had to pick one trait or part of your investment 
process that you believe is the main contributor to the 
stellar returns, what would you highlight?

DN: Being contrarian and focusing on what the market could be missing. 

Or where we can step in and alter the current path. A large portion 

of our gains have been in commodities. Especially our Mitra Energy 

(MTE.V) where Livermore and other larger hedge funds (Tyrus Capital 

and West Face Capital), helped adjust the Board, the management, and 

even the balance sheet. The equity has now nearly doubled, and it’s 

one we feel has much more upside. It may even be a better investment 

today given our $68 million capital raise and recent acquisition of 

the Stag oilfield. Which presents strong cash flows and no debt for

Mitra. Not many oil companies can state that. Livermore even increased 

our investment in the company on this raise and we continue to support the 

new management. The shares remain very attractive and undervalued.

VW: Could you walk us through your investment 
process, how do you find investments for Livermore’s 
portfolio?

DN: We screen many names and have unique ways to locate opportunities. 

I don’t divulge proprietary research methods. Though we have a strong 

network of advisors. Including solid private equity relationships. So 

we see many interesting situations and opportunities within our focus.
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VW: Would you mind sharing some of your current 
holdings or perhaps your highest conviction idea?

DN: Livermore owns a number of positions. Appx 15. Our publicly 

disclosed positions have been an activist stake in London listed 

Entertainment One (ETO.L) and a short position in Corrections Corp of 

America (CXW). Which we profited in Q3 and since covered with a 20 

percent gain. One needs to be nimble with shorts. Pigs get slaughtered. 

We do still own ETO and that has helped propel our year given its now 

50% higher since our initial investment back in January.

Corrections Corp of America (CXW)

Price earnings
Share price

VW: What kind of metrics do you use to try and 
establish if a particular investment is attractively 
priced? What sort of discount are you looking for?

DN: We look for a discount of 30% of a company’s intrinsic value. And 

use P/B, P/E, FCF yield, and other metrics to determine value. There 

are many ways to look at value so you must understand the current 

opportunity and what you expect to occur. Metrics alone are not 

enough. Just look at companies such as Amazon (AMZN) or Deutsche 

Bank (DB). One could have argued AMZN was always overpriced. With 

DB, many have viewed it as deep value. Given its discount to book. In 

both cases, the market has been wrong.
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Our best short idea in 2015 was Valeant (VRX). Which we again publicly 

called out as a broken business model and shorted all the way down. 

We covered in the mid $20’s after first shorting at $100. In fact, our 

interview on Canada’s business channel BNN back in November 2015 

disclosed our Long Glencore/Short Valeant trade. I wish all our ideas 

worked out this way. It has been amazing and I’m just grateful they 

both worked out so well and we profited.

VW: You mention your idea Icahn-ism in your 
writings to investors a fair bit. What is Icahn-ism and 
how does it feature in your investing?

DN: Icahn-ism): noun. Pronounced, I-Khan-ism (Definition: Survival 

of a warrior species that looks to create value left by misguided 

management that lack vision and strong Board oversight) It was simply 

a play on Darwinism. I came up with the term. Given activism was 

receiving much negative attention. In reality, it’s required in many 

situations to help increase shareholder value. I see the small cap space 

deserving of activism.  Carl Icahn, to me, is the greatest investor of our 

time and one I look up to. He represents all that is right with seeking 

change and creating value. Where others don’t see it or lack the courage 

to take on management or an entrenched board. I want Livermore to 

take the baton and focus our efforts on ways to gain a strong return via 

activism. For many years to come. 

VW: Do you think activist investing will benefit or lose 
out from the rise of passive investing?

DN: It has lost out on the hot investor money, but it’s not a short game 

anyway. Activism takes time especially operational activism when you 

alter the management or change the strategy, which we did at Mitra 

and it is working very well. 

Passive investing is good for some but not the way to really make strong 

returns. You are just riding the economy and wave of others. With 

activist investing, and where you have a specific focus, there is a path 

to profit in many ways and in many different type of markets. Activism 

is not dead. It is just not a commodity. You must have the skill-set 

and aptitude to make changes that others don’t see and go up against 

management teams that now have the resources in place to fight off a 

threat. 

My view is that it’s very healthy to have activist investors and Livermore 

is gaining much respect in the market. I am hopeful we can continue to 

be a real force for change. And build shareholder value for all investors.
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VW: Do you tend to run a concentrated or diversified 
portfolio?

DN: We run a mostly concentrated portfolio. Given how many 

companies can one really follow at one time. 

If you have great ideas, why would you invest in other companies that 

don’t offer the same dynamic or opportunity or where you are not as 

focused and engaged? We want to put our money where we are working 

very diligently for partners and have a clear path. 

VW: You have several decades of experience investing, 
what has been the most valuable lesson you’ve learned 
over the years? 

DN: Always focus on the downside. That’s a true lesson. Even though 

a company may look cheap there are reasons for it. 

Know your downside and have a plan.  Additionally, cut losses quickly. 

I am still learning this and easier said than done especially when you 

are deeply involved it’s hard to turn and sell it. Though we continue 

to focus on what needs to happen within a specific time-frame. Five 

months to five years is fine for hold time, but there must be a risk 

tolerance and plan to exit if things are just not working.

VW: What’s been your greatest mistake and what did 
you take away from the experience?
 

DN: I’ve made many mistakes. It’s the most humbling part of this 

business. They will always occur. But as you grow older, you can 

determine mistakes faster. My greatest mistake was acquiring a stake 

in a small energy company back in the early 2000’s. It had big value 

and tremendous opportunity, but weak management -- the founder 

was the CEO. 

I held a large personal investment and lost most of it. Due to 

mismanagement and lack of a plan. It still bothers me today but I am 

a better investor because of it. So, value is not the only factor when 

sizing up an opportunity. You must be proactive. Know the exit and 

give yourself a timeline. I am hopeful to not make the same mistake 

again.
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VW: One small cap you like is Jadestone Energy Inc. 
What do you like about this business in particular?

DN: When we first took a position in Jadestone, we saw an opportunity 

to transform the company by replacing the management and board 

and using the business to acquire depressed operating assets others 

must sell to de-lever their balance sheets and focus on core basins. 

Producing assets (not exploration) with real cash flows and deep value.

We feel that we’ve made excellent progress on this. New management 

has been brought in, and the company has been transformed.

New Jadestone is built on an “acquire and exploit” strategy not 

unfamiliar to some domestic E&P companies, whereby bringing 

operating capability and new capital to under-invested assets (or assets 

in the hands of super-majors for whom materiality in future activity is 

a concern to them), can add significant incremental value.

The difference with New Jadestone, compared to North American plays 

is that the company is focused on Asia Pacific opportunity where the 

returns are on average two or three times better than North America 

(IHS Herold annual performance reports), where the competition 

is very limited and therefore purchase price is very modest (often 

assets are sold on bilateral deals – no competition), and finally where 

opportunity options are on the increase.



Jadestone Energy

These characteristics make the thesis almost unique (compared with 

North America for example where the competitive bidding is intense. 

What’s more, product pricing is favorable in Asia. Oil is usually sold at 

premiums to Brent and domestic gas is contracted in the range $7.50 

– $8.50/mcf)

VW: The company just completed a refinancing to 
acquire assets from Stag Oilfield, what’s your view on 
this acquisition and the financing deal? 

DN: Jadestone secured $68 million of new financing, by way of a (non-

brokered) placing for C$53 million (c$40 million) at C$0.40/sh and a 

$28 million convertible debt facility from Tyrus Capital to contribute 

towards further acquisition opportunities. The convertible facility has a 

tenor of three years and carries a 7.5% coupon. The conversion price is 

C$0.50/sh.  This additional financing will allow Jadestone to conclude 

the (previously announced) Stag asset acquisition, provide a LoC in 

respect of the Stag FSO and provide the capital to drill additional 

appraisal wells. The Stag asset adds production of 3,750bopd and will 

generate cash that could be deployed elsewhere for the development 

of the portfolio. There are some additional acquisitions also in the 

pipeline. As described above, New Jadestone is built around an acquire 

and exploit strategy. There is a growing number of M&A opportunities 

emerging with limited competition. Opportunities are increasingly 

being sold at distressed prices. The fundamental value proposition, 

however, is the reinvestment that follows M&A. We look for almost an 

order of magnitude of reinvestment potential compared to acquisition 

price which drives 3-6 times MOIC. As the portfolio builds the ratio 

of organic capital increases giving optionality, diversity, and control.

After the completion of Stag, Jadestone is now aiming to complete the 

purchase of two appraised gas fields in Blocks 05-1b and 05-1c offshore 

Vietnam in the Nam Con Son basin in the next two months and bring 

them on stream in 2019, as well as further development of its existing 

assets in Vietnam’s Malay Basin with the Nam Du and U Minh gas 

fields.
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VW: If everything goes to plan how much do you 
think the company could be worth? Do you have a bear 
and bull valuation?

DN: We feel Jadestone can be worth $2.00+ a share. Perhaps much 

more over time as the company continues to roll-up assets. Timing is 

tough to determine, but today even with our capital raise, the shares are 

very cheap. Trading at only $15,000 a flowing barrel and a discounted 

0.30 net asset value per share with no debt, $20 million of cash on the 

balance sheet and plenty of development opportunities in the pipeline 

this is a very compelling opportunity where we believe the downside 

is limited.  Catalysts to further upside will be closing the two current 

acquisitions, adding two or three new acquisitions currently being 

targeted, delivering production and cash flow stability for the company 

for the first time since inception. Also, recognition in the market that 

the strategy of new management is working and the value is being 

delivered, re-listing the stock on a more appropriate exchange, further 

delivered growth longer term.

VW: What do you think of the new management?

They’re very skilled and experienced. Each of the team has 15 to 30 years 

experience operating in the industry within the Asia Pacific region. 

The new team also has a longstanding relationship with the principal 

stakeholders and deep insight to many M&A opportunities. They’re 

credited with already creating one of the most successful independent 

E&P business in Asia Pacific, Talisman Energy, and we hope they can 

replicate this success at Jadestone. 

VW: Are there any issues that could derail this thesis? 
Is the company highly sensitive to oil prices or is this a 
play on rising oil prices?

As Jadestone’s shares are already trading at a deep discount to the 

value of the company’s assets, we believe there’s a wide margin of safety 

here. The stock is not a direct play on oil but a play on management’s 

ability to buy distressed assets at attractive prices. Of course, as with all 

investments, there are risks; execution of the new management team, 

available opportunities, and of course financing risks but today the 

company has plenty of opportunities available to it and is fully funded. 

So, we see much more upside as long as the current environment holds.

On the topic of energy prices, I should point out that as part of the 

Asia Pacific upstream strategy, approx. 50% to 70% of the reserves 

and production will be domestic gas the majority of which the majority 

is sold at long-term fixed prices with escalation clauses. This makes 

the business a natural hedge in a volatile price environment and takes 

away significant upstream investment risk.
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BNK Petroleum Inc

As well as Jadestone, David likes BNK Petroleum Inc. another 

international oil and gas exploration and production company focused 

on finding and exploiting large, predominately unconventional oil 

and gas resource plays. The company owns and operates shale oil 

and gas properties and concessions in the United States, utilizing its 

technical and operational expertise to identify and acquire additional 

unconventional projects. 

At the beginning of November, David was appointed to BNK’s board 

of directors with the sole goal of instigating change at the small-cap 

producer. Soon after Mr. Neuhauser’s appointment, BNK announced 

that its lenders had reaffirmed their commitment amount under the 

company’s credit facility at US$24.4 million pursuant to the semi-

annual review and redetermination of the borrowing base. The company 

only has $20.5 million outstanding of the $100 million facility giving 

David and his team plenty of firepower to grow the business.
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Andrew Oskoui, CFA, is the portfolio manager and principal of Blue 

Tower Asset Management. Andrew previously worked in investment 

research for YCG and managed an equity strategy for Allometric 

Research & Management. Andrew has a Bachelor of Science in 

Biomedical Engineering from Washington University in St. Louis, 

and a Master’s Degree in Chemistry from the University of Wisconsin-

Madison. Andrew passed all three levels of the CFA exam on his 

first attempt. Prior to beginning his career in finance, Andrew led a 

materials science research group for Halcyon Molecular (a Founder’s 

Fund portfolio company) and researched nanoparticle drug delivery 

for cancer therapies as an engineer for Covidien.
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VW: To start can you tell our readers a bit about your 
background and how Bluetower came into existence? 

AO: I started Blue Tower in 2014. Initially, while getting regulatory 

approvals for the launch of Blue Tower I managed the strategy under 

the umbrella of another firm (Allometric Research and Management) 

and only accepted capital from family members. In December 2014, 

when Blue Tower was ready to be deployed, the strategy was opened 

to outside capital. The track record for the months at Allometric was 

linked with the Blue Tower Global Value strategy in compliance with 

the CFA’s GIPS Portability Rule.  

I started Blue Tower because I believed that a strategy that combined 

the best practices of the portfolio management and due diligence of 

value investing with algorithmic screening techniques would be able 

to achieve great results in the current market.

Prior to entering the financial field, I worked on various scientific 

research projects.  My research focused on drug delivery technologies 

and DNA sequencing.  Then, in 2013, I worked at an emerging mutual 

fund focused on value investing in Austin, TX where I learned a great 

deal.  Primarily because the firm was smaller, I was able to learn a 

number of aspects of the management of a mutual fund.

VW: The fund has only been around since the 
beginning of 2014 and even though you’ve achieved 
outstanding results since inception, what makes you 
think the fund has what it takes to survive for the long-
term? 

AO: For Blue Tower (or any asset management firm) to survive for the 

long-term, it must have an edge in investing.  There are three sources 

of investment edge: a behavioral advantage, an analytical advantage, 

or an informational advantage.  Having an informational advantage 

through material nonpublic information is illegal in the US due to 

regulations against insider trading and against the CFA Institute’s 

Code of Ethics.

Behavioral advantage is anything that takes advantage of the behavioral 

biases of market participants.  I believe that most investors fall victim 

to feelings of greed and fear in the form of irrational love of low-

probability, high-reward “lottery ticket” investments and irrational 

fear and avoidance of investments that have low-probability, high-loss 

characteristics.  Daniel Kahneman has done great work in exploring 

human biases towards risk taking with his works on prospect theory.  

By avoiding these pitfalls, Blue Tower’s disciplined value approach 

aims to give our investors a behavioral advantage.
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Blue Tower aims to have an analytical advantage in the form of our 

screening algorithms. As a new firm, Blue Tower also has an advantage 

in having a smaller asset base than more established managers.  Having 

a small asset base is a great advantage for performance by giving us 

the ability to invest in stocks with less capacity and experiencing less 

market impact when entering or exiting investments. 

VW: In your third quarter letter to investors, 
you mention that one of your strengths is your 
“proprietary algorithms which present the most 
compelling companies (based on SEC filings to be 
vetted by analysts.” I know you might want to keep 
your process secret but can you tell us a bit about 
these algorithms and how they help you find ideas?

AO: Our algorithms look primarily at the historical financial statements 

of the companies.  The idea is that there are certain things that tend 

to be associated with attractive investing returns.  The more of these 

attractive things the algorithms detect about a company, the more 

desirable the company is to own. 

For example, companies that earn more on a cash flow basis than on an 

accrual basis tend to be better investments than the reverse.  Another 

example is companies that have low maintenance capital expenditure 

requirements are often better than the reverse.

There will of course be investments that do very well and do not pass 

these filters.  But the idea is that you want to focus your research on a 

target-rich environment and the companies that will pass these screens 

will tend to do quite well on average.

VW: Do you think this approach helps you find ideas 
other funds might miss?

AO: Yes, I do believe that this “cyborg approach” of combining 

screening algorithms with traditional due diligence is better than 

going without algorithms or having a purely quantitative strategy. The 

disadvantage that traditional investment firms face is that there are so 

many thousands of publicly traded stocks both in the US and overseas 

that it is difficult to stay on top of developments about all of them even 

with a large team of analysts.  

In 2015, the 3700 publicly traded stocks in the US collectively issues 

662,936 filings through EDGARs.  When you think about all of the 

stocks globally, it becomes clear how difficult it is to navigate such a 

large ocean of information.  As a result, active managers often focus on 

a small subset of the overall investment universe, ignoring most of the 

best opportunities out there.



19Under The Radar Small Caps - December 2016

The problem that purely quantitative strategies have is that there is 

no human understanding there to hit the brakes when something goes 

wrong.  If there is something fundamentally wrong with the financial 

information being fed to the algorithm, it will come up with the 

incorrect decision.  The discovery of frauds in Chinese reverse mergers 

in 2011 resulted in large losses to investors. A quantitative strategy that 

relied purely on the numbers supplied by these fraudulent companies 

would have been led astray.

The hidden value that these algorithms have uncovered has led Blue 

Tower to invest heavily in small-cap US stocks which larger managers 

have overlooked.  Many of the stocks we invest in have no analyst 

coverage.

VW: Do you believe that there are any drawbacks to 
this method? Does it limit your prospective universe? 

AO: The algorithms that we are using are generally based on logic 

tests of values taken from financial statements and current valuation 

ratios.  A financial statement is a historical record and is necessarily 

backwards looking.  Whereas with investing, we care about what is 

going to happen in the future.  Therefore, companies whose ugly past 

is not indicative of their bright futures for whatever reason may be 

overlooked by the algorithms (and the reverse would hopefully be 

caught during due diligence).

I am constantly doing research on ways to improve these techniques 

and to find novel ways of finding opportunities.  The main challenge 

that must be confronted with this type of work is to figure out how 

you can express general market inefficiencies into the language of an 

algorithm. One avenue that I am exploring is using text detection of 

press releases and regulatory filings to get alerted to events that tend 

to be investment catalysts. This technique would be more forward 

looking than analyzing financial statements.

VW: You run a fairly concentrated portfolio with 
around 40% of assets invested in two positions at the 
end of the third quarter. Why have you chosen this 
approach? 

AO: In general, I believe that some degree of concentration is necessary 

in order to outperform the market.  Why should managers put more 

money towards their 40th best idea when they can invest more towards 

their very best ones?

The portfolio is currently more concentrated that it typically is for 

three reasons.  We have had to become more concentrated as elevated 

stock valuations have led to fewer attractive ideas.  Secondly, for me to 

allow a stock to become a large portion of our portfolio, I must judge 

the fundamental risks to the business as being fairly low.
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Sberbank of Russia

A third factor leading to the increased concentration has been the rally 

in EZCORP’s share price. Through a 292% appreciation from the end 

of Q1 to the end of November, the position increased from 8.9% to 

25.9% of the portfolio.

VW: You hold a top ten position in Sberbank of 
Russia, what’s your thesis here? 

AO: The majority state-owned Sberbank is the largest bank in Russia 

and one of the largest banks in Europe with about $390 billion in assets 

at the end of 2015, accounting for 29% of Russian banking assets. They 

are well-diversified with significant retail deposits, retail loans, loans 

to corporate customers, and public security investments. The Russian 

banking sector remains relatively small compared to other nations, 

and Russia’s economy can absorb greatly increased lending capacity. 

Sberbank has been growing their deposit assets and client base rapidly. 

Over the past 4 calendar years (2011-2015), total assets grew by 26% 

per year and book value per share by 17% per year (Inflation in the 

Ruble averaged 9.3% over this time period). 

Sberbank’s size has given it a “too-big-to-fail” status within the 

country. In 1998, during the Russian Ruble crisis, the government 

gave depositors the option to transfer their deposits to Sberbank with a 

government guarantee of deposits on Sberbank only. The government 

guarantee cemented Sberbank’s deposit base and reputation as “the 

safe bank”. Therefore, in times of economic crisis, I would expect 

Sberbank to be able to outperform its rivals as Russian investors move 

their deposits in a flight to safety. In addition, Sberbank has the largest 

retail footprint in Russia with 16,400 branches within the country.
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These funding advantages and large retail footprint have led to 

Sberbank being able to borrow money at unparalleled low rates within 

the country giving Sberbank a net interest rate margin of 4.4% in 2015.

Another factor to consider is that risk management.  All of the positions 

in Blue Tower’s portfolio have some risks associated with them.  The 

key is to look at how the risks are associated to each other to make 

sure that no one fundamental risk has too much of an exposure to the 

overall portfolio.  The main risk to an investment in Sberbank is the 

“Russian risk” of political or economic upheaval in that country.  Since 

the rest of the portfolio doesn’t have this risk, then it is limited just to 

the Sberbank investment.  Additionally, the Russian economy has the 

least correlation to the US economy of any major nation.

VW: Are you not worried about Russia’s political, 
economic and military instability or further sanctions?

AO: Those are definitely the major concerns with this kind of 

investment.  I have been monitoring the political situation in Russia 

closely.  I believe that Russia has already weathered the worst of the 

sanctions.  It appears that the United States and Russia may be having 

a thaw in their relations after the election.  An increasing oil price will 

also help the Russian economy.  Sberbank’s return on assets (ROA) is 

far below its recent history, and I expect the profitability of Sberbank 

to increase as the situation stabilizes.

VW: Looking at your portfolio, it’s apparent that Blue 
Tower is not afraid to take positions in companies, 
sectors, and countries where other investors might be 
afraid to tread. Would you say this is the way you’ve 
set out to find ideas, or do these ideas purely offer “the 
best value around” so to speak?  

AO: We seek out investments that are statistically cheap, not because 

they are controversial.  However, there usually has to be something 

there that is causing a fear in investors.  This panic in investing causes 

investors to run away from controversies and therefore catalyzes a 

value.  Even if the company, sector, or geography has a severe risk 

(even a risk of total loss), there is a price where it makes strategic 

sense to invest.  It is important that an acceptably small portion of the 

portfolio is subject to that particular fundamental risk.

VW: One US position you own is Star Gas Partners 
LP. This is a company that appears in quite a few 
value investors’ portfolios. What do you like about the 
partnership? 

AO: Star Gas is the largest residential heating oil distributor in the 

US. The company grows mainly through acquisitions, and the current 

management has been doing a good job of allocating capital in a 

disciplined manner.
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With an eye towards free cash flow, we believe the business is trading 

at a cheap valuation relative to other energy distributors. Due to non-

cash acquisition-related amortization charges, Star Gas has generated 

more free cash flow than net income over the past 7 years. Investors 

should pay particularly more attention to free cash flow than earnings 

with this business.

VW: Are there any new positions that you’re looking 
are looking at right now or are you sitting on your 
hands as valuations rise?

AO: Blue Tower has a watch list of high quality businesses, both in the 

US and internationally, that we are keeping an eye on. Additionally, 

there are always new companies showing up on screens. Once one of 

them appears to be a compelling enough bargain or one of portfolio 

companies reaches a fair valuation, we’ll reallocate capital.

VW: What has been the most valuable lesson you’ve 
learned over your investment career? 

AO: Simple investment theses succeed more often than complicated 

ones.
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VW: Can you tell us why you’ve decided to devote 25% 
of your portfolio to Ezcorp? 

AO: EZCORP shares have increased significantly since we purchased 

them, but we have not yet begun to scale back the position.  The reasons 

for this are due to decreases in the riskiness of the investment during 

the past year, the fact that the shares are still undervalued, and that a 

portion of the investment is still under short-term capital gains.

EZCORP has made significant operating improvements to their business 

over the past year through policy changes, cost-cutting, and liquidation 

of aged inventory. Additionally, they sold their Grupo Finmart division 

which provided payday loans to government employees in Mexico.  

The cash they received for this sale was higher than many investors 

expected and significantly improves their financial position.  The 

bankruptcy fears that the fixed income markets (as can be seen in the 

yield of the company’s debt) have largely disappeared.

The company is still trading below our estimates of fair value made 

in our Q1 2016 quarterly letter.  With all of the improvements in the 

business, the fair value has increased since then.
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Ezcorp

The tax treatment issue is a minor one. If I truly believed that the 

shares had reached a fair valuation, we could sell the portion of the 

position that has already reached long-term gains and sell the rest of 

it as it reached a twelve month holding period.  If the position became 

significantly overvalued, we would sell it and take a short-term gain as 

it is better to have a short-term gain rather than a long-term loss.

VW: What do you believe you see in the company that 
the rest of the market is missing? 
AO: I believe that the large increase in share price that the stock has 

seen in the past few months is a sign that the market is beginning 

to see the same story in the company that we do.  The market may 

still be overlooking it because it is a small-cap stock with negative 

trailing-twelve-month earnings per share. I believe once the operating 

improvements of the company are revealed in the company’s earnings, 

we may see a further catalyst towards fair value.

VW: What’s your estimate of fair value?

AO: One way of valuing EZCORP is to do a rough sum-of-the-parts 

valuation of its major assets and liabilities. EZCORP acquired a small 

pawn chain with 12 stores in February 2015 for an aggregate price of 

$16.5 million or $1.4 million per US pawn store. In 2007, they acquired 

20 stores in Mexico for a total cost of $15.5 million or $0.8 million per 

Mexican store. I believe that EZCORP’s total pawn business is worth 

more than the sum of its individual stores due to the benefits of scale, 

so we can assume that each of the stores is worth at least as much as 

they paid for the locations.
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Cash America, the largest pawn chain in the US, made acquisitions of 

pawn stores in the US in 2013 at prices between $1.8 to $2.5 million 

per store. Estimating the value of EZCORP’s pawn business at $728M 

(520 * $1.4 million) for the US Stores and $191M (239 * $0.8 million) 

for Mexico would appear conservative.

Additionally, EZCORP’s 32% stake in Cash Converters, whose market 

cap is at $170 million Australian Dollars (AUD), is worth about $41 

million USD.

According to a recent press release from the company, “Of the $89.8 

million in notes receivable from the Grupo Finmart sale, EZCORP 

anticipates receiving $45.7 million in fiscal 2017. To date, $6.4 million 

has been received, consistent with the terms of the notes.”  Therefore, 

we can add $83.4 to the value of the company from the sale.

 

A significant liability is the senior convertible bonds of EZCORP 

which have a face value of $230 million. EZCORP fair value estimate: 

$728M+$191M+$41M+$83M-$230M=$813 million. At a total value 

of $813 million that gives a conservative target share price of $15.90.

In this valuation, I ignore certain assets and liabilities that I feel are 

immaterial to the overall picture. Due to the uncertainty of future 

events, precision beyond a certain level is not critically important.

VW: Ezcorp is a provider of short-term consumer 
loans, a market that has attracted considerable 
criticism in the past. Are you concerned about possible 
threats to the business from regulation?  

AO: Most of the criticism was for short-term unsecured payday loans.  

EZCORP already exited this business in the US some time ago and 

exited it in Mexico with the sale of its Grupo Finmart division recently.

VW: Do you see any major risks to your thesis?

AO: There are no major risks that I have identified (other than the 

standard ones inherent with investing in stocks).  There is always the 

possibility of poor capital allocation from the management or if there 

are new government regulations which place low interest rate caps on 

their loans, but I consider these to be low probabilities.
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VW: Your second largest position at 12% of assets 
under management is Nicholas Financial, what do you 
like about this business? What’s the company’s main 
line of business?

Nicholas Financial is a specialized subprime automobile loan company 

which purchases and services consumer loans for automobiles and 

light trucks. 

While other subprime car loan companies use statistical models 

in order to decide to whom to give their loans and rely on a large 

pool of borrowers to balance out defaults, Nicholas focuses on truly 

understanding their potential borrowers. They have a distributed 

system of underwriting where the local branch manager determines 

which buyers will receive loans. 

This differs from the statistical and centralized model of other subprime 

automobile lenders. Nicholas Financial endeavors to provide loans to 

good customers who have had poor luck in their recent life leading to 

poor credit such as medical issues and avoid “credit criminals” who 

have poor credit due to habitually living beyond their means. 

They incentivize good underwriting by tying the compensation of their 

branch staff to the performance and recovery of the loans they approve.  

Setting up good incentive structures is critical to any business, but it is 

especially important in the underwriting of loans.
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VW: What first attracted you to this business?

AO: It had come up on Blue Tower’s algorithmic screens for some 

time.  On December 2013, the company had entered into an agreement 

with Prospect Financial to be acquired for $16 per share.  After an SEC 

investigation into Prospect, the acquisition fell through on June 2014.  

Once the acquisition fell through, there was a forced liquidation of the 

stock from merger arbitrage funds who had built up large positions 

of the stock in anticipation of the acquisition. Like many forced 

liquidations, this pushed the stock’s valuation down to very cheap 

levels.

VW: The company is very exposed to the auto credit 
market. Are you worried about rising levels of auto 
defaults or the possibility of higher interest rates?

AO: Auto-lending is a cyclical business.  Relative to other forms of 

lending, auto loans tend to perform well in recessions as borrowers 

will prioritize paying off their auto loans before other expenses or 

debts.  In many areas of the country with poor public transit, having 

access to a car is a requirement to be able to get to one’s workplace.  

Despite the relatively strong performance in recessions, the industry 

is still dependent on access to capital markets to finance the loans.  In 

a period of recession, the financing costs will be much higher making 

it difficult for marginally profitable or overly levered lenders to remain 

in business.  The cycle can be broken down into 4 sequential phases.  

• High Profitability: With tight access to capital and few competitors, 

lenders are able to negotiate favorable terms with borrowers. Return 

on assets is high, financial leverage is lower, and lenders are able to 

get high net yields and high profitability.  

• Expanding leverage: Due to the wonderful reports that are 

coming out of the lenders in the sector, new entrants begin to enter 

the market. Capital markets are willing to lend more money at 

more favorable terms. Increased competition causes ROA to fall as 

borrowers have more options to choose from. Lenders begin to lever 

up their capital structure in order to boost ROE.

• Low profitability: Intense competition forces lenders into a choice 

of surrendering market share or decreasing lending standards.  

Loans are given at lower rates. Leverage is increased even more to 

maintain ROE. Fraud and mismanagement increase throughout the 

sector.  

• Decreasing leverage: Decreased standards from the prior phase 

will cause defaults to dramatically increase. Loan yields fall below 

profitable levels. The deteriorating loan performance of the industry 

causes capital markets to tighten. This deterioration will often 

happen at the same time as an overall economic recession which 

causes capital markets to be tight across the economy in general. 

Lenders are forced to exit the subprime auto market as they find 

their business unprofitable and/or access to capital markets absent. 

Some lenders go into bankruptcy. The tightening clears away all 

lenders with poor underwriting or too much leverage.
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Nicholas Financial

I think it’s important to understand the difference between auto 

lenders that make their money from leverage, large volumes, and 

thin margins or a company like Nicholas which is more like a smaller, 

“value investor” in auto loans. Hopefully, an increase in defaults or 

interest rates would force their less-disciplined competitors out of the 

business.  As the Buffett quotes goes, it is difficult to compete against a 

business who is bankrupt and don’t know it yet. Nicholas has a history 

of not engaging in a destructive race for market share against reckless 

competitors. That is why the company has not lost money in a single 

year of its 20+ year history. I believe we are currently in the late part 

of the “low profitability” phase.

VW: The stock is down by a third YTD. Are you still 
bullish after this decline, has your thesis changed over 
the past year? 

AO: As of the beginning of December, the stock is down about 15% 

YTD, so it’s not as bad as a third. This decline has occurred despite 

tangible book value per share increasing by 7.8% over that time period. 

I am still bullish on the stock.  This period of both low interest rates 

and high competition in the subprime auto lending space has been 

long.  Once we get into the next phase of the subprime credit cycle, 

competitors will start exiting the market.
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At that point, we will see a return of higher ROA for loans and the stock 

will once again be favored by the market.

VW: Are you using declines to buy more? 

AO: We have not made any purchases so far this year (other than from 

new capital entering the strategy). However, if market conditions tempt 

us towards reallocating capital away from other positions or if there 

is a deeper decline in Nicholas’ P/B, then we will consider making a 

larger position.

VW: If everything goes to plan how much do you 
think the company could be worth? Do you have a bear 
and bull valuation? 

AO: It is difficult to value a company like this as the price that acquirers 

would be willing to pay for their receivables depends greatly on market 

conditions, and the profitability (and therefore earnings) of the 

business depends on the current subprime auto lending cycle phase.  

In the Prospect Financial acquisition, they were willing to pay roughly 

1.2x tangible book for the business. At the time, I thought it was a 

bargain for Prospect to acquire the business at this price. Paul Vosotas, 

the CEO of Nicholas at the time, had a desire to retire and liquidate his 

stake in the business which may have made him a motivated seller.  In 

an acquisition scenario, I think that Nicholas should receive at least 

that multiple which would amount to $16.68 per share.

Another possibility is that the credit cycle shifts and Nicholas returns 

to its historic profitability. Prior to the financial crisis of 2008 and 

subsequent zero interest rate policy, Nicholas routinely enjoyed a 

return of equity in the 20s. In the 5 years prior to the financial crisis, 

it traded at 1.64x tangible book on average. This would translate to 

$22.78 per share.

VW: Are there any major speed-bumps that could 
derail your investment thesis?
AO: With any well-run company, there’s always the risk that 

management could for whatever reason become less competent.  For 

example, the management could leave for a competitor or pass away 

unexpectedly, and their replacement could be much less responsible.  

In the case of Nicholas, the CEO is a large shareholder in the company.  

A major advantage of company leadership having an ownership stake 

is that it alleviates much of the principal agent problem that is often 

present in capital allocation decisions in public corporations.  Therefore, 

I expect him to behave in the best interests of the shareholders and 

that makes him less likely to want to retire or leave the company.

There is also regulatory risk if there are stricter subprime lending 

regulations in the future.  I see this as a low probability currently.



Edited by Rupert Hargreaves for (C) ValueWalk 2016 - All rights 

reserved. All materials in this PDF are protected by United States and 

international copyright and other applicable laws. You may print the 

PDF website for personal or non-profit educational purposes only. All 

copies must include any copyright notice originally included with the 

material and a link to ValueWalk.com. All other uses requires the prior 

explicit written permission by ValueWalk.

Designed by: Stefan Sreckovic (ssrecko@gmail.com)


